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Dear Applicant:

We have considared your application for recognition of exemption from federal income tax
under section 501(a) of the laternal Revenue Code as an organization described in section
‘501{cH3). Basad on the information submitted, we have concluded that you do not qualify for
exemption under that section. The basis for our congclusion is set forth below.

You were organized as a limited liability company under the laws oSNNS on
. You have four Members. Each of your Mambars is exempt from federal income
tax under section 501{c)(3) of the Code and serves as the parent entity in a hospital system. Each
of your Members acts on behalf of a hospital which is the primary entity in its health care system.
Your Membhers are ] )
and You are controlled by your Mambers through their ability to appoint
the membars of your Board of Governors.

- Your Membars’ hospital svsfems are operatad independently of each other and are not -
structurally related. Howsver, your Membars are all parties to an Oparating Agreement with you.
You provide services to your Members’ hospitals pursuant to the terms of the Operating Agresment.

In your attachment to Form 1023, you state that you provide Mambers with an exclusive
regional network; (i) provide a mechanism for the callection and assimitation of data to enhance the
ability of the Membaers to measure and improve the quality of care, and to provide a mechanism for
the dissemination of such data and information to health ¢are consumaers and purchasers (including,
“without limitation, third party payors, including governmental and non-governmental payors by or
through Membaers); (ill} provide physician practice management services to physicians, medical
groups, and other physician organizations affiliated with Gl (iv) provide for the coordination of
clinica) and educational agtivities betwean health care professionals in the ragions served by
Mambars, as well as the ;'devalopment of specialty services utilizing purchasers on a ragional basis,
by providing purchasers with high-quality, accessible services at raasonable prices.

- Furthermore, through your NEEEJRNNEERNRNEREREY vou plan to integrate

physicians with the affiliates of the Membars by coordinating hospital/physician relationships among




You will also have an AU at will provide competitively priced and operated.
physician practice management support to group practices, individual physicians, individual Practice
Associstions {IPAs), and other physician service defivery mechanisms a have been agreed upon by
the Members. Practica management sarves may include (i) provider contract negotation and.
administration; (if) Medicara risk managemaent; (jii) management information systems development,
implementation, and maintenance; (iv) medical management, including claims administration,
utitization and case management, quality assurance and risk managemant, and physician -
credentialing and recruitment; and (v} support services, including nursing, billing, collection, and
accounting. :

In addition, you plan to have aNNENNEEENRDIvision that is responsible for identifying and
issuing non-binding recommendations to your Board of Directors relating to operations or objectives
which your Members may desire to conduct. The QUMM Oivision will also be responsible for
implementing such recommendations. (NN Division activities may include, but are not
limited to, the establishment of mechanisms or entities to enable and encourage the efficient,
coordinated, and congalidated joint aperation of operational support servicas, Including laundry,
purchasing, and similar services that are presently utilized by each Member.

You will have a GNP Division that shall establish and operate a

mechanism for the coordination and sharing of experience and the exchange of information between
the Maembers and their respective staffs. You state that this Division shall work ta develop and
implement standards, protocols, and other msans by which each Member ¢an establish and
maintain high standards of care and service to the communities that they serve, and enable the
strangthening of aach Member through the sharing and communication of particular fields of
expertise of each Mamber. This Committee shall be responsiblas for the development and
implementation of 3 system of standards and benchmarks to enhance your ability to assist your
Members in improving the quality of care delivered at their facilities.

In a letter dated YNNG you state that you have no authority to engage in the
following activities: )

1) Establish budgets for each participating member, including responsibility to establish budgets as
well as approve major expendituras, debt, contracts, managed care agreements and capital
expenditures;

2) Monitor and audit each participating member's cormpliance with your directive:

3) Diract that services be undertaken or not undertaken by your members;

4} To hire and fire personnel;

5) Grant hospital staff privileges;

:3).Set or approve fees andéprices:

7) Buy assets for and sell assets of participating members; and

8) Reallocate income among the participating members to balance income and expenses to assure
financiat integration and achigve mutual abjectives,
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In your letter you also explain that many of the services you offer are in furtherance of the
promotion ‘of health because you will have the ability to reduce duplication and promote efficiency
amang your members. By sharing resources, you will benefit the public by increasing the resources
dedicatad to patient care. You alsa explain that the provision of administrative and management
services to physicians at fair market value promotes health because It allows physicians to serve
more consumers and better ensure that the health care needs of the community are being met.
Your ability to offer a variety of payment aptions furthers the promotion of heaith by allowing your
members to spread risk across a wide spectrum and increases the accessibility of affordable heaith
care servicas, ' '

Your Operating Agreement axpressly provides that you shall. be the prefarred negotiator and
gxecutor of managed care éontracts for your members. Accordingly, you have established a
Division that is vested with the authority to contract with third parties,
including purchasers of health care services, on behalf of your members. Nevertheless, You state
that each member will individually negotiate certain terms of the managed care contracts that you
sacure. Specifically, each member will negotiate its own prices with third party payors, for fee-fore
service, per diem, DRG or percentage of charge contracts. You members will, however, share

~nformation, to the extent it is necassary, in order to respond to a purchaser's request for a

capitated arrangement.

Section 501(a) of the Code provides an exeamption from federal income tax for organizations
described in section 501(c)i3), including organizations that are organized and operated exclusively
for charitable, educational gr scientific purposes.

Section 1.501 (c)(3)§-1 {d){2} of the Income Tax Regulations provides that the term
"charitable” is used in saction 501(cH3) of the Code in its generally accepted legal sense.

Rev. Rul. 69-545, 1969-2 C.B. 117, recognizes that the promotion of heaith is a charitabie
purpose within the meaning of section 501(c)(3) of the Code.

Rev. Rul. 78-41, 19:78-1 C.B. 148, concludes that a trust created by an exempt hospital for
the sole purpose of accumulating and holding tunds to be used to satisfy malpractice claims against -
the hospital is operated exclusively for charitable purposes and is exempt under section 501(¢)(3) of
the Code. © - ; '

Providing management and consultants’ services to other, unrelated exempt organizations

. for 8 fee sufficient to produge a small profit does not further an exclusively exempt purpose. See

BSW Group, Inc. v. Commigsioner, 70 T.C. 352 {1978).

_ An organization proyiding laundry services on a centralized basis to axempt hospitals does
not quality for exemption unider section 501(c)(3}. See HCSC-Laundry v. United States, 450 U.S. 1
{1981}, ;

Section 513{e) of the Code pravides that in the cass of a hospital, the term "unralated trade
or business” does not include the furnishing of one or more of the services described in section
501(e){1}{A) to one or more! hospitals if such services ara furnished solely to such hospitals whigh
have facilities to serve not More than 100 inpatiems, such services, it performed on its own behait
by the recipient hospital, wduld constitute activities in axercising or performing the purpose or
function constituting the basis for its exemption, and such services are provided at a fee or cost
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which does not exceed the actual cast of providing such servicaes.

In Geisinger Health Plan v. United tes, 30 F.3rd 494 (3rd Cir, 1994), the court
recognized that an organization may qualify for exemption based on the integral part doctrine, which
arises from an exception to the “feeder organization™ rule set forth in saction 1.502-1(b} of the
regulations. The excaption provides that if a subsidiary organization of a tax-exempt organization
would jtself be exempt on the ground that its activities are an integral part of the exempt activities
of the parent organization, its exemption will not be lost because, as a matter of accounting
between the two organizations, the subsidiary derives a profit from its dealings with the parent
organization.

The court also noted that an entity seeking exemption as an integral part of another cannot
primarily be engaged in activity that would generate more than insubstantial unrelated business
income if angaged in by the other entity. In this regard, tha court fallowed the reasoning of saction
1.502-1(b), which contains an example of a subsidiary organization that is not exempt from tax
because it is operated for the primary purpose of carrying on a trade or busingss which would be an
4nrglated trade or business if regularly carried on by the parent organization. One example cited is

unrelatad trade or business if regularly carried on by the parent organization, Similarly, if the
origination is owned by several unrelated exempt organizations, and is operated for the purpose of
fumishing electric power to each of them, it is not exempt since such business would be an
unrelated trade or business if regularly carried on by any one of the tax-exempt organizations.

Accordingly, the court in Geisinger determined that application of the integral part doctring
requires at a minimum that an organization be in 8 parent and subsidiary relationship and that it not
ha carrying on a trade or business which would be an unrelated trade or business if regularly carried
on by the parent,

As demonstrated by Geisinger, the courts have been clear that examption ‘under saction
501(e)(3) of the Code is not generally available where an organization is established to provide
carporate services to unrelated exempt organizations, other than through the application of section
501(e) of the Code for cooperative hospital service organizations. See BSW Group, Inc., supra, and

_HCSC-Laundry, supra. Furthermere, exemption uridar the integral part doctrine requires a parent
and subsidiary relationship and the absence of unrelatag trade or business. See Geisinger, gupra,
and Rev. Rul. 78-41, supra; :

You appear to be providing corporate services to unrelated exempt organizations withoyt
establishing that you satisfyl the requirements of 501(e) of the Code. Further, the intagral part
doctrine does not apply to you because you have not established a parent and subsidiary
relationship among your members. Also, you provide management, administrative and support
services 10 physicians in thg same manner as a business for profit. :

, .
Accordingly, you do;not qualify for exemption as an arganization described in section
501(c)3) of the Code and ypu must file federal incoma tax returns.

Contributions to youé are.nat deductible under section 170 of the Code.
You have the right t9 protest this rufing if you believe it is incorrect. To protest, you should

submit a statement of your views, with a full explanation of your reasoning. This statement, Signed
by ane of your officers. must be submitted within 30 days from the date of this latter. You also




hava a right to 2 conference in this office after your statemant is submitted. You must request the
conference, if you want one, when you file your protest statement. If you are to be represented by
someone who is not one of your officers, that person will need to file a proper power of attorney
and otherwise quallfy under our Conference and Practices Raquiraments.

If you do not protest this ruling in a timely manner, it will be considered hy the Internal
Revenue Service as a failure to axhaust available administrative remedies. Section 7428(b)(2) of the
{Code provides, in part, that a deciaratory judgement or decree under this section shall not be issued
in any proceeding unless the Tax Court, the United States Court of Federal Claims, or the District
Court of the United States for the District of Columbia determines that the organization involved has
exhausted administrative remedies available 10 it within the Intarnal Revenue Service.

If we do not hear from you within 30 days, this ruling will become final and copias will be
‘orwarded to the Ohio EP/EQ key district office. Thereafter, any questions about your faderal
income tax status should be addressed to that office. The appropriate State Qfficials will be notified
of this action in accordance with Code section 6104{c).

When sending additional letters to us with respact 1o this case, you will gxpedite their
receipt by using the following address:
Internal Revenue Service
Attn: OP: E:EO: T: 4
1111 Constitution Ava, N.W.
Washington, D.C. 20224

If you have any questions, please contact the person whase name and telephone number
arg shown in the heading of thig letter.

Sincersly,

Mcs. Ui ‘_,“e..[anaer

& e s

Marvin Friedlander
Chief. Exempt Organizations
Technical Branch 1




